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Editor’s Note:
Once an individual has properly 
budgeted and planned her income and 
expenditures, she should start saving 
funds for emergencies, major purchases, 
and retirement. The first need that 
should be met is a secondary cash 
reserve in short-term liquid assets. How 
much each person will need in secon­
dary reserves depends upon her respon­
sibilities (supporting children and other 
dependents), her insurance coverage 
(the topic of a future column), and her 
standard of living. The old rule used to 
be that a person should have the 
equivalent of six months’ take-home 
pay in secondary cash reserves. If one is 
adequately insured and/or is a member 
of a two-income family, the secondary 
cash reserve can be less. Regardless of 
the size of the reserve, one should be 
aware of the alternative short term in­
vestments available. To just stash the 
money in a savings account can be 
counterproductive, as is shown in the 
following article by Dr. Helm.
As inflation continues to erode the 
dollar’s purchasing power, there has 
developed an increased need for use of 
good judgment in the handling of funds 
acquired in excess of those needed to 
meet living expenses and other com­
mitments. To gain protection against in­
flation one needs yields greater than the 
inflation rate. Yields (after taxes) of suf­
ficient magnitude to offset the present 
six percent inflation rate can be ob­
tained only through investing in 
securities which provide chances for 
capital gains (common stocks and 
bonds).
Since 1966, however, long term 
holdings of common stocks have 
produced losses for many owners, 
creating a greater problem than the one 
produced by inflation alone. Also, bond 
owners have experienced problems as 
widely swinging interest rates have 
produced real as well as opportunity 
losses.
The thesis of this article is that funds 
should not be invested and left alone. 
They should be managed astutely, 
meaning that during some time periods, 
they should be concentrated in short­
term investments and at other times, in 
long-term situations.
Secondary Reserve
The first step in developing an invest­
ment program is to establish the amount 
of demand deposits that will be needed 
to cover all expenses and near-term 
commitments. The level to keep demand 
deposits should be selected. It will vary
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in accordance with individual cir­
cumstances. It should be adequate, but 
not excessively large. Other than a feel­
ing of security, there is little to be gained 
from keeping large amounts of money in 
demand deposits.
In addition to the minimum cash 
balance it is desirable to establish a 
secondary reserve consisting of savings 
accounts, certificates of deposits, and 
short-term money market instruments. 
The amount of funds which should be 
allocated to the secondary reserve 
depends on the possibility of a sudden 
need for funds which could result in 
losses should long-term investments 
have to be sold during unfavorable 
markets. Rather than liquidate long­
term investments, possibly at losses, 
funds could be drawn from the secon­
dary reserve, and losses prevented.
The size of the secondary reserve to 
maintain would depend on long-term 
security market forecasts. There have
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been instances when common stocks 
have advanced for years. During these 
periods, large secondary reserves would 
not have been needed for even had forc­
ed sales developed, the probability 
would have been good that long-term 
securities could have been sold at profits 
rather than losses. The same applies for 
bonds, although the opportunities to 
sell at profits have been much shorter 
time periods than those for common 
stocks. When common stocks are ad­
vancing on a strong front, and when 
bond prices are increasing, secondary 
reserves should be kept at low levels. 
When the prices of stocks and bonds are 
falling, secondary reserves should be 
increased.
Investment Risks
To assist in making decisions about 
whether to be concentrated in long-term 
or short-term commitments, it is helpful 
to understand the risks associated with 
various types of investments. These 
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risks are: purchasing power risk, interest 
rate risk, financial risk, market risk, and 
psychological risk.1 Purchasing power 
risk is the risk of inflation eroding 
purchasing power. The interest rate risk 
is the risk of loss due to sale of fixed 
securities after interest rate increases. 
Financial risk is the risk of loss 
associated with ownership of securities 
issued by firms in financial difficulty. 
Market risk is the risk that a security will 
lose its marketability. Psychological 
risk involves such problems as going 
along with the crowd, buying high, sell­
ing low, and failing to act because of 
psychological blocks.
In respect to the investment risks that 
have been mentioned, it should be 
pointed out that the interest rate risk 
applies only when interest rates are ad­
vancing, and the purchasing power risk 
only when prices of goods and services 
are advancing. In the past there have 
been times when interest rates have 
declined, and there have been periods of 
deflation. However, the weight seems to 
be on the side of continued inflation and 
high interest rates.
Perhaps a more detailed explanation 
of the interest rate risk should be includ­
ed. What interest rates advance, ignor­
ing maturities, the prices of all fixed 
securities (bonds and preferred stocks) 
decline. As interest rates advance, out­
standing fixed securities have to com­
pete with newly issued securities offer­
ing higher and higher yields. To attract 
buyers, holders of fixed securities have 
to drop prices to levels which will 
provide buyers with yields comparable 
to those of other securities offered in the 
market place. When interest rates 
declind, the exactly opposite 
relationship exists. New securities carry 
lower and lower yields.
When interest rates are expected to 
decline, the exactly opposite 
should be increased. Conversely, if in­
terest rate advances are expected, short­
term securities should be held.
When conditions seem to warrant ex­
tensive upward moves in common stock 
prices, secondary reserves should be 
lowered and common stocks purchased. 
On the other hand, when stock prices 
are high and appear ready to decline, 
common stocks should be sold and 
secondary reserves increased.
Detailed explanation of conditions 
which warrant switching from long­
term to short-term securities and vice 
versa will be covered in a future article. 
In this article it is desired to limit discus­
sion to short-term investments although 
some concepts pertaining to investment 
policy are considered appropriate for in­
clusion at this point.
Be Prudent
Don’t lose your money. Money has 
earning power which can extend years 
into the future. In fact, it is the com­
pounding of interest and dividends that 
builds the large sums insurance com­
panies hold as reserves against their out­
standing policies. Many states have 
“Prudent Man (sic) Laws” which re­
quire that the actions of individuals and 
corporations handling funds of others 
be the actions of prudent persons. Some 
states are even more restrictive and limit 
trust department investments to 
securities included in a Legal List com­
piled by the Secretary of State.
Individuals, of course are not 
restricted by Legal Lists, but they 
should be prudent, which means they 
should be careful in selecting in­
vestments with the main objective being 
safety of principal. The “Prudent Man 
(sic) Rule” focuses solely on risk of loss, 
and on minimizing such risk on each 
security in a portfolio rather than on a 
portfolio as a whole. Judicial decisions 
have stressed loss of principal rather 
than loss of purchasing power and have 
held preservation of capital more im­
portant than yield received.2 The first 
rule for the individual, also, should be 
DO NOT LOSE YOUR MONEY!
Checking and Savings Accounts
Viewed in terms of prudency, it is un­
wise for an individual to deposit funds 
in, or to purchase credit instruments of 
financial institutions which do not 
provide deposit insurance. There are 
still commercial banks which do not 
provide Federal Deposit Insurance Cor­
poration protection and savings in­
stitutions which do not have savings 
accounts insured with the Federal 
Savings and Loan Insurance Corpora­
tion. Funds deposited in institutions 
which do not insure accounts subjects 
an investor to financial risk because 
banks and savings institutions can have 
financial difficulties the same as 
business corporations. Don’t lose your 
money in an uninsured bank or saving 
institution. Spread your funds around, 
keeping no more than $40,000 (the max­
imum that can be insured) in any one 
saving institution.
Although some institutions permit 
early withdrawal, it is usually assumed 
that funds placed in savings accounts 
will be left for at least thirty days. Even 
should funds have to be left for thirty 
days, the interest rate risk is minimal as 
normally interest rates do not swing 
widely in periods as short as one month. 
There is no financial risk if accounts are 
insured, but there can be considerable 
erosion of purchasing power if funds are 
left for long periods of time in savings 
accounts.
Certificates of Deposits
Whereas pass book savings accounts 
have no maturity date, the same is not 
true for certificates of deposits (CD’s). 
Since the early 1960s commercial banks 
and other savings institutions have been 
permitted to issue negotiable certificates 
of deposits carrying varying maturities. 
Some CD’s are issued for periods as 
short as one month; others may not 
mature for several years. The length of 
time to maturity and the rate of interest 
these credit instruments pay are deter­
mined by negotiation between issuers 
and purchasers. However, in the case of 
CD’s in denominations of less than 
$100,000, yields can not exceed max­
imum levels established by the Federal 
Reserve System and the Federal Home 
Loan Banks.
The longer the time to maturity, the 
greater the interest rate risk and the 
higher the yield available on CD’s. 
However, certificates of deposits are 
marketable which means they can be 
sold at discount to gain liquidity. The 
market for CD’s is not too well 
developed, and a problem could develop 
finding a buyer for a specific CD. If in­
terest rates are expected to advance, 
funds allocated for investment in CD’s 
should be kept in ones having short 
maturities so that funds can be re­
invested frequently at higher yields.
Do not purchase CD’s having 
maturities beyond the time when liq­
uidity will be needed. Redemption of 
CD’s prior to maturity results in 
penalties which usually amount to 
reversion of interest paid on the funds to 
the pass book rate and an additional 
penalty amounting to three months in­
terest. However, if early redemption of 
CD’s is for the purpose of settling an es­
tate, many states have passed laws 
which prohibit collection of penalties. 
Foreign CD’s
With an inflation rate of six percent, it 
is obvious that five percent before taxes 
(approximate yield available during 
recent years in the United States on pass 
book savings and short-term CD’s) will 
result in erosion of purchasing power. 
As a result, many investors have 
shifted funds into foreign securities, es­
pecially foreign CD’s. By doing so they 
have subjected themselves to an ad­
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ditional risk, the risk of loss due to a 
change in foreign exchange rates.
Significant losses have occurred. The 
most recent was a result of the devalua­
tion of the Mexican peso. Holders of 
CD’s issued by Mexican banks probably 
have irrecoverable losses. To bring their 
money home they will have to exchange 
pesos for dollars at rates far below the 
rates existing just a few short months 
age. Their plight brings to mind an an­
cient axiom, “the return of money is 
more important than the return on it.” 
When purchased, the Mexican CD’s 
were paying higher yields than those 
available in the United States. They 
looked attractive. The problem is that 
holders may never get their money 
back.
Quality Defined
Discussion to this point has assumed 
that savers will leave their savings with, 
or purchase CD’s of, only financial in­
stitutions which provide deposit in­
surance. There are, however, other 
credit instruments having short 
maturities which are available from 
governmental bodies or business cor­
porations which are appropriate for in­
clusion in a secondary reserve but are 
not insured. When considering the 
purchase of credit instruments of non­
insured types, decisions must be made 
pertaining to the quality of the issue.
In financial terms “quality” is defined 
usually as the ability of the issuer to 
meet interest and principal payments. 
Since the Federal Government (through 
the Federal Reserve System) can print 
money, its securities are considered to 
be of higher quality than securities of 
other governmental bodies or business 
corporations. Therefore, if one defines 
risk as the chance of loss, there is less 
risk associated with the ownership of 
Federal Government credit instruments 
than the risk that exists through 
ownership of all other types of credit in­
struments. If risk is defined not as the 
chance of loss, but as the probable 
variance of actual return and expected 
return,3 Federal Government securities 
(if held to maturity) have less risk than 
any other credit instrument.
It should not be overlooked, however, 
that Federal Government issues expose 
holders to high levels of purchasing 
power risk and, if sold prior to maturity, 
the interest rate risk comes into play. 
United States Savings Bonds
The United States Government issues 
treasury bills, treasury notes, and 
treasury bonds which are traded in 
either the money market (where short 
term securities are traded) or in the
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capital market (the market for long term 
securities). Two types of United States 
Government issues are non- 
transferable, and therefore are not trad­
ed in either the money or capital 
markets. These issues, Series E and 
Series H, which cannot be used to 
collateralize loans, differ in that Series E 
bonds are sold at a discount from their 
face value whereas Series H bonds are 
sold at par and interest is paid to owners 
semi-annually.
Series E bonds are available to the 
public in denominations ranging from 
$25 to $10,000.4 They are sold at 
seventy-five percent of par. Series H 
bonds are issued at face (par) amount 
and are available in denominations of 
$500, $5,000 and $10,000 with in­
dividual investors limited to the 
purchase of no more than $10,000 in any 
one year.5
Owners of Series E and Series H 
bonds may obtain payment upon 
presentation and surrender of the bonds 
to a Federal Reserve Bank or Branch or 
to the Department of the Treasury. 
Usually the redemption of Series E 
bonds initiates at commercial banks 
that are agents of the Treasury. Tables 
that are up-dated monthly are used to 
determine the value of Series E bonds 
based on their date of issue.
For Federal income tax purposes, in­
terest received by Series H bond holders 
is handled the same as any other type of 
interest received. It must be reported in 
the year received. In the case of Series E 
bonds, however, owners who are cash 
basis taxpayers may either defer report­
ing the increase in the value of their 
bonds to the final maturity, actual 
redemption, or other disposition, 
whichever is earlier; or elect to report 
the increases each year as they accrue.
Failure to accrue and report Series E 
interest can present problems when es­
tates having Series E bonds among their 
assets are distributed to heirs. The 
bonds can be transferred to heirs and the 
tax liability deferred. However, if the 
bonds are redeemed, a tax liability 
amounting to the difference between the 
cost of the bonds and the amount receiv­
ed is created; and this liability applies to 
the year the bonds are redeemed even 
though the increased value may have 
taken place over many years in the past.
As far as risk is concerned, both 
Series E and Series H bonds rate low in 
terms of financial risk, but high in 
purchasing power and interest rate 
risks. Furthermore, during recent years 
savings accounts and CD’s have provid­
ed better yields and the difference in 
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purchase through payroll deduction 
plans is probably the primary reason 
Series E and Series H bonds are 
purchased.
Money Market Instruments
As stated earlier, the term “money 
market” applies to the market where 
short-term securities are traded. Among 
a vast number of security issues trade 
din the money market, the most impor­
tant securities to investors are the Un­
ited States Government Treasury bills.
Treasury bills originate at weekly auc­
tions where they are sold at a discount 
from their face value. Bills usually have 
maturities of 91 or 182 days although 
there are times when the Treasury issues 
bills having maturities as long as one 
year. Since Treasury bills are actively 
traded in the money market it is possible 
to purchase bills having maturities as 
short as one day.
Readers of Treasury bill quotations in 
financial publications often are con­
fused because the bills are quoted on a 
yield basis which means that the bids are 
larger than the asks, whereas stocks and 
bonds are quoted with asks larger than 
bids. It should be remembered that an 
inverse relationship exists between 
yields and prices.
The yields being received by buyers of 
Treasury bills at a specific time exert 
tremendous influence on the actions of 
bankers and others who extend credit. 
When Treasury bill rates are low, 
bankers are more eager to make con­
sumer loans that when Treasury bill 
rates are high. The Federal Reserve 
System (in there open market 
operations) exerts influence on the 
yields available on Treasury bills.
Since Treasury bills are considered to 
have less financial risk than any other 
security and, since they are short-term 
and therefore have little interest rate 
risk, many individuals consider them to 
be better than money because they earn 
interest and money does not. They are 
usually issued in large denominations, 
although they are available in 
denominations as low as $1,000. Your 
banker can help you with purchases 
should you decide to include Treasury 
bills in your secondary reserve.
Other money market instruments in­
clude short-term notes, bankers accep­
tances, Federal agency and tax-exempt 
notes having maturities less than one 
year, commercial paper, and certificates 
of deposits, discussed earlier. Usually 
money market instruments are in large 
denominations and therefore are not of 
great interest to most individuals for use 
as part of their secondary reserve.
Summary
Extensive fluctuations which have oc­
curred since the mid-1960’s negate the 
wisdom of purchasing long-term 
securities and putting them in a lock 
box. Losses have been sustained by both 
buyers of common stocks and bonds, es­
pecially when sales have had to be made 
during depressed markets.
To protect against losses which result 
when securities have to be liquidated at 
depressed prices, it is recommended that 
a secondary reserve be made up of short­
term securities and savings instruments. 
The size of the secondary reserve would 
be expanded and contracted based on 
expected future developments in the 
security markets. This article has 
centered attention on savings accounts 
and short-term securities to use in 
creating the recommended secondary 
reserve. A future article will explore the 
investment possibilities in long term 
issues.
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